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P seeks relief, under sec. 6015, |I.R C
fromincome tax liabilities that were
assessed in accord with this Court’s hol ding
in an earlier opinion. 1In this proceeding, P
failed to plead, as an affirmative defense,
coll ateral estoppel as to one of the factual
i ssues in controversy, as required in Rule 39
of this Court’s Rules of Practice and
Procedure. P orally raised collateral
estoppel in her opening statement at the
begi nning of the trial, and R did not object
or address the question of collateral
estoppel until R did so in his posttrial
brief. No additional evidence is required to
deci de whet her any holding in our prior
opinion would result in an estoppel. Rule
41(b) (1) of this Court’s Rules of Practice
and Procedure provides that an issue nay be
tried by inplied consent where the issue was
not specifically pleaded. R contends that
Ps failure to specifically plead an
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affirmative defense results in waiver of the
defense. P contends that collateral estoppel
was placed in controversy with Rs inplied
consent .

Hel d: The requirenent of Rule 39 of this
Court’s Rules of Practice and Procedure to plead
an affirmative defense is satisfied in this case
by the inplied consent principles of Rule 41 of
this Court’s Rules of Practice and Procedure, and
it is

Held further: Respondent is not
collaterally estopped fromdenying that P did
not know or had no reason to know of the
understatenment, and it is

Held further: P had reason to know of
t he understatenment and it would not be
inequitable to hold that Pis not entitled to
relief fromjoint liabilities under sec.
6015, |I.R C.

Robert J. Percy, for petitioner.

Robert E. Marum and M chael J. Proto, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

CERBER, Judge: Petitioner seeks relief fromjoint and
several incone tax liability under section 6015.' The incone tax
liability derives fromincone tax deficiencies that were assessed
in accordance with this Court’s holding in Pierce v.

Comm ssioner, T.C Meno. 1997-411 (Pierce |I) as follows:

1 All section references are to the Internal Revenue Code,
and all Rule references are to the Tax Court Rules of Practice
and Procedure, unless otherw se indicated.
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Year Defi ci ency
1984 $3, 513
1986 71,974
1987 539, 914
1988 527, 851
1989 102, 323

Respondent determ ned that petitioner is not entitled to
relief fromjoint and several liability under section 6015(Db).
Petitioner tinely filed a petition seeking review of respondent’s
determ nation. The issues we consider are: (1) Wuether an
affirmati ve defense nmay be placed in issue under the principle of
inplied consent, (2) whether the holding in an earlier opinion
results in respondent’s being collaterally estopped to deny that
petitioner did not know or have reason to know of an
understatenent, and (3) whether petitioner is eligible for relief
fromjoint and several liability under section 6015(b).

FI NDI NGS OF FACT?

Petitioner resided in Wndsor, Connecticut, at the tine her
petition was filed. She conpleted high school and attended
college for 1 year. Petitioner married Gary Pierce on Novenber
26, 1966, and they were married at all tines pertinent to this
case. During the years at issue, M. Pierce was the sole
shar ehol der of Mary Cat herine Devel opnment Corp. (Mary Catherine).

Initially, Mary Catherine purchased uni nproved | and, devel oped

2 The parties’ stipulation of facts is incorporated by this
ref erence.
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and inproved it, and then sold the inproved realty. To better
track costs, the business of Mary Catherine was divided anongst
three separate conpanies. |In addition to Mary Catheri ne,
Der ekseth Corp. (Derekseth) and Deanne Lynn Realty Co. (Deanne
Lynn Realty) were incorporated. Mary Catherine bought uninproved
land with the intent of making it suitable for housing
construction. Mary Catherine would then sell the inproved |and
to Derekseth, which in turn would construct houses for sale.
Upon conpl eti on, Deanne Lynn Realty would act as Derekseth’s
agent and market the finished houses.

Petitioner was the corporate secretary of Mary Catheri ne.
In this role, she signed various business docunents, including,
but not limted to, corporate resolutions and tax returns.
Cor porate docunments were prepared by Mary Catherine’s attorneys
or controller. Petitioner relied on explanations provided by M.
Pierce as to the content of docunents instead of reading them
hersel f before signing. One such docunent was a corporate
resol ution signed by petitioner on Septenber 15, 1988. The
resolution gave M. Pierce the authority to “purchase, sell,
assi gn, nortgage, |ease or convey any and all of the real or
personal property of every kind and description of said
corporation, on such terns as he may deem advi sable” and to
“execute all deeds, nortgages, rel eases, |eases, or other

instruments necessary to carry into effect” said transactions.
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In addition to serving as an officer and signing docunents for
Mary Catherine, petitioner occasionally acted as a secretary,
opened nai |, answered phones, and picked out carpet or tile for
sonme nodel honmes. Petitioner also occasionally worked as a part-
time dental assistant.

During 1989, Mary Cat heri ne owned several uninproved
parcels of land including “the Ridge” in East G anby,
Connecticut, and “M nnechaug” in d astonbury, Connecticut.

During 1989, the Connecticut real estate market experienced a
severe decline resulting in significant reductions in the val ues
of both the R dge and M nnechaug. Because of severe declines in
the value of real estate, the Federal Deposit |nsurance
Corporation (FDI C) required the banks hol di ng nortgages on the
Ri dge and M nnechaug to obtain new appraisals. The new
appraisals reflected | ower values, and the banks were required to
reduce the stated values of the properties for regul atory
purposes. Simlarly, Mary Catherine was expected to reflect the
reduction in the values of real estate on its financial

st at ement s.

Foll owi ng the advice of its accountants, Mary Catherine
reduced the value of the Ridge as reflected on its Decenber 31,
1989, financial statenents and the value of M nnechaug as
reflected on its Decenber 31, 1990, financial statenents. On its

1989 and 1990 Forns 1120S, U.S. Inconme Tax Return for an S
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Cor poration, Mary Catherine clainmed correspondi ng net operating
| osses (NOLs) attributable to the reductions in value. As a
result of the NOLs clainmed on Mary Catherine’ s returns, the
Pi erces cl ained fl owt hrough | osses on their 1989, 1990, and 1991
personal Federal inconme tax returns. They then carried back
those | osses to obtain refunds of the taxes they had paid for
1984 and 1986 through 1989.°3

Respondent determ ned that the Pierces were not entitled to
the clained |osses and resulting refunds. As a result,
respondent determ ned deficiencies of $3,513, $71,974, $539, 914,
$527,851, and $102,323 in the Pierces’ incone tax for the years
1984, 1986, 1987, 1988, and 1989, respectively. The Pierces
filed a petition with this Court (docket No. 6226-94) on Apri
18, 1994, alleging error with respect to respondent’s
determ nation of income tax deficiencies.

The deficiency proceedi ng was consol i dated wi th anot her
case, relating to a tax year not in issue in the current
controversy. Following the consolidated trial, we held that:

(1) Mary Catherine was not entitled to the | osses fromwitedowns
of the values of the R dge and M nnechaug, (2) the Pierces were
liable for the inconme tax deficiencies determ ned by respondent,

and (3) the Pierces were not liable for the accuracy-rel ated

3 For purposes of deciding this case only a general
description of these transactions is required. For nore detailed
expl anations, see Pierce v. Conmm ssioner, T.C Menp. 1997-411.
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penal ties on account of their good faith reliance on their

account ant s. See Pierce v. Conmi ssioner, T.C. Menp. 1997-411.

On Novenber 14, 1997, the Court entered its decision, and on
March 23, 1998, respondent assessed the deficiencies pursuant to
this Court’s deci sion.

On January 24, 1995, after the petition had been filed
regardi ng the disall owance of the | osses that generated the
Pierces’ refunds, M. Pierce transferred to petitioner the title
to property located at 9 Deanne Lynn Circle for $1. The property
was encunbered by a nortgage held by U ster Savings Bank with a
bal ance of $184, 605 as of January 10, 1996. On Novenber 12,

1997, after this Court’s opinion and 2 days before entry of the
deci sion holding the Pierces liable for Iarge incone tax
deficiencies, M. Pierce transferred busi ness property |ocated at
2643 Day H Il Road in Wndsor, Connecticut, to petitioner for no
consideration. The Day Hi |l Road property was encunbered by a
nort gage of $197,000, held by the Savings Bank of Manchester.

On Cctober 31, 1991, MCU Financial Corp. (MCU) was
i ncorporated as a C corporation. Petitioner has been the sole
shar ehol der and president of MCU fromits inception.

On Novenber 27, 1992, DDC Limted Partnership (DDC) was
formed. The general partners were Derek and C. David Weks, each
of whom held a 1-percent interest in the partnership. Petitioner

was the only limted partner, with a 98-percent interest in the
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partnership. The capital contributions of the general partners
were $5,000 each, and petitioner’s capital contribution was

$490, 000. Petitioner nmade her $490, 000 capital contribution
after the Pierces had received substantial inconme tax refunds
based on the clainmed | osses.

On January 28, 1993, Seth Co., Inc. (Sethco), was
incorporated with M. Pierce as its president and petitioner’s
son, Derek Pierce, as its sole shareholder. Sethco’ s place of
busi ness was 5 Amanda Drive in Manchester, Connecticut. Both
petitioner’s son and M. Pierce received annual salaries from
Sethco. In exchange for assum ng Derek Seth’s trade debt to
subcontractors, Sethco received Derek Seth’s heavy equi pnent,
sone office equi pnent, and the use of Derek Seth’s business nane.

On May 13, 1998, petitioner transferred her interest in
properties at 9 Deanne Lynn Circle and at 2643 Day Hi Il Road to
DDC. Petitioner received $1 in consideration for each transfer.
The Day H Il Road property was destroyed by fire on June 1, 1998.
The insurance proceeds were distributed as follows: (1) The
nort gage hol der was paid the bal ance due on the nortgage, (2)
$77,710 was paid to DDC, and (3) $97,000 was paid to Sethco for
| oss of contents.

On May 15, 2000, Sethco conveyed property at 5 Amanda Dri ve,
Manchest er, Connecticut, to DDC in exchange for a $300, 000

paynment, which represented the property’ s fair market val ue.
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Sethco then remitted the $300,000 to DDC as partial paynment

on Sethco’s |loan from DDC. Sethco continued to use this property
as its place of business.

Bet ween 1992 and 2001 several |oan transactions occurred
anong petitioner, MCU, DDC, and Sethco. From 1992 through 1998,
MCU s yearend financial statenments reflected “Loans from
St ockhol der” wi th bal ances rangi ng from $414, 200 to $705, 200.
From 1993 through 1998, MCU s yearend financial statenents
reflected “Notes Receivable--DDC' with bal ances ranging from
$33, 150 to $536,947. From 1995 through 1998, MCU s yearend
financial statenents reflected “Notes Receivabl e--Sethco” wth
bal ances rangi ng from $47,000 to $235, 336.

DDC s 1993 through 1998 annual financial statenents
reflected notes payable to the |imted partner in the total
amount of $310,000. DDC s 1997 and 1998 annual financi al
statenments refl ected notes receivable from Sethco in the total
amounts of $319,617 and $321, 843, respectively. Sethco’ s 2001
bankruptcy petition reflected an unsecured nonpriority debt to
DDC in the anpbunt of $1,385,641. |n addition, the bankruptcy
petition reflects that Sethco nade a $300, 000 paynent to DDC on
May 4, 2001.

On Decenber 22, 1993, Mary Catherine, M. Pierce, and
petitioner filed a conplaint in the Connecticut Superior Court

agai nst their accountants Alec R Bobrow, David S. Bobrow, Al an
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J. Nat han, and Ronald Manrosh. The conplaint alleged breach of
contract and negligence relating to the accountants’ preparation
of the 1989 and 1990 tax returns of Mary Catherine and the
Pierces. The suit was settled on January 28, 1999, for $900, 000.
Ri chard Weinstein, attorney for the plaintiffs, received $135, 000
as his fee, and $1,217.87 was paid as costs to the arbitrator/
mediator. In a signed agreenent, Sethco was assigned the
potential proceeds of litigation in return for paying litigation
costs. The net proceeds of $763,782.13 were paid to Sethco
pursuant to the assignment agreenent.

OPI NI ON

The primary issue we consider is whether petitioner is

eligible for relief fromjoint and several liability. Section
6015(b) (1) provides for spousal relief fromjoint and several
l[tability if the follow ng requirenents are net:

(A) a joint return has been nmade for a taxable
year ;

(B) on such return there is an understatenent of
tax attributable to erroneous itens of 1 individual
filing the joint return;

(© the other individual filing the joint return
establishes that in signing the return he or she did
not know, and had no reason to know, that there was
such under st at enent ;

(D) taking into account all the facts and
circunstances, it is inequitable to hold the other
individual liable for the deficiency in tax for such
taxabl e year attributable to such understatenent; and
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(E) the other individual elects * * * the benefits
of this subsection not |later than the date which is 2
years after the date the Secretary has begun coll ection
activities wwth respect to the individual making the
el ection * * *
Al of the requirenents nust be nmet, and failure to neet
even one of the requirenents is a bar to relief. Sec.

6015(b)(1); At v. Conm ssioner, 119 T.C 306, 313 (2002).

Respondent concedes that petitioner has satisfied the
requi renents of subparagraphs (A), (B), and (E) of section
6015(b)(1). Therefore, we nmust deci de whether petitioner has net
the requirenents of subparagraphs (C) and (D), to wit: Wether
petitioner, when signing the return, knew or had reason to know
that there was a substantial understatenent and/or whether,
taking into account all of the facts and circunstances, it would
be inequitable to hold petitioner |iable for the understatenent.
Petitioner contends, in the alternative, that respondent, on
the basis of the holding of a prior case, is collaterally
estopped from denying that she did not know or have a reason to
know of the understatenments and/or that she is entitled to relief
based on the facts presented in this case. W begin our
consideration here with the question of collateral estoppel.

| . | s Respondent Collaterally Estopped?

A | n General

Petitioner argues that respondent is collaterally estopped

fromdenying that petitioner did not know or have reason to know
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that the clainmed deductions would give rise to a substanti al
understatenent. Specifically, petitioner contends that our
holding in Pierce I, that the Pierces were not liable for
negl i gence penalties because of their reliance on the advice of
their accountants/return preparers, is tantanount to show ng that
petitioner was uni nformed or had no reason to know about tax
matters. Petitioner, however, did not plead collateral estoppel
as an affirmative defense in her petition. The defense of
col l ateral estoppel was raised, for the first tinme, in
petitioner’s opening statenment at the beginning of the trial.
Respondent did not object at the tinme petitioner raised
coll ateral estoppel. However, on brief respondent argued that he
is not collaterally estopped because petitioner failed to plead
coll ateral estoppel as an affirmative defense as required by Rule
39. Respondent argues that petitioner’s failure to plead
collateral estoppel is, in effect, a waiver of that defense.
Petitioner contends that the issue of collateral estoppel is in
controversy because of respondent’s inplied consent in accord
with Rule 41(b)(1). Alternatively, respondent argues that
petitioner failed to neet the procedural or substantive
requi renents for collateral estoppel.

B. | npl i ed Consent

Rul es 34 and 36 provide for the initial pleadings, by which

nmost issues are placed in controversy. Rule 34(b)(4) requires
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t he pl eading of conci se assignnments for each and every error that
a petitioner may all ege was commtted by the Comm ssioner. That
Rul e provides further that “Any issue not raised in the
assignnents of error shall be deened to be conceded.” Likew se,
Rul e 36 generally provides that the Conmm ssioner nmake specific
adm ssions or denials of a petitioner’s allegations. In addition
to the basic pleading requirenents, Rule 39 requires that a party
must plead any matter constituting an avoi dance or affirmative

defense, including collateral estoppel. See also Jefferson v.

Commi ssioner, 50 T.C. 963, 966-967 (1968) (and cases cited

t hereat).

Wth respect to all pleadings and anendnents thereto, Rule
41(b) (1) provides that an issue may be tried by inplied consent
if the issue was not raised in the parties’ pleadings. In
appropriate circunstances, an issue that was not expressly
pl eaded, but was tried by consent of the parties, may be treated
in all respects as if raised in the pleadings. Rule 41(b)(1);

LeFever v. Comm ssioner, 103 T.C 525, 538-539 (1994), affd. 100

F.3d 778 (10th Cir. 1996).

This Court has held that inplied consent can be used to
satisfy the pleading requirenents of Rules 34 and 36, pertaining
to petitions and answers. W have permtted the anendnent of a
pl eadi ng under Rule 41(a) with respect to a matter which we found

was tried by consent. Little has been witten, however,



- 14 -
concerning the concept of inplied consent in the context of Rule
41(b) (1) in connection with the Rule 39 requirenent to pl ead
affirmati ve def enses.

Where there is a failure to plead an affirmative defense,
such as coll ateral estoppel, courts have held that the defense

has been waived. See, e.g., Pinto Trucking Serv., Inc. v. Mtor

D spatch, Inc., 649 F.2d 530, 534 (7th CGr. 1981); Standish v.

Polish Roman Catholic Union of Am, 484 F.2d 713, 721 (7th G

1973). The waiver of an unpleaded affirmative defense is, in
sone respects, parallel to the requirenent in Rule 34 that any
i ssue not raised in the assignnents of error be deened conceded.

See, e.g., Lilley v. Comm ssioner, T.C Meno. 1989-602.

The procedural rules require the pleading of affirmative
defenses to provide “the opposing party notice of the plea of

estoppel and a chance to argue, if he can, why the inposition of

an estoppel would be inappropriate.” Blonder-Tongue Labs. v.
University of Ill. Found., 402 U S. 313, 350 (1971). Oherw se,
a party raising an affirmati ve defense, could “*lie behind a | og’

and anbush * * * [an opposing party] with an unexpected defense”

causing unfair surprise and prejudice. lngrahamyv. United

States, 808 F.2d 1075, 1079 (5th Cr. 1987).
The Court of Appeals for the Fifth Grcuit has addressed
whet her an affirmative defense (res judicata) was tried with

inplied consent of the parties. United States v. Shanbaum 10
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F.3d 305, 312 (5th Cr. 1994). The Court of Appeals held that
the issue of res judicata may be tried by inplied consent. In
reaching its holding, the Court of Appeals considered factors
simlar to those that this Court has considered with respect to
the use of inplied consent in circunmstances where pl eadi ng
requirenents for matters other than affirmative defenses were
i nvol ved.

In arriving at its holding, the Court of Appeals considered
“whet her the parties recogni zed that the unpl eaded issue entered
the case at trial, whether the evidence that supports the
unpl eaded i ssue was introduced at trial w thout objection, and
whet her a finding of trial by consent prejudiced the opposing

party’s opportunity to respond.” United States v. Shanbaum

supra at 312-313 (citing Haught v. Maceluch, 681 F.2d 291, 305-

306 (5th Cir. 1982)); Jinenez v. The Tuna Vessel “Granada”, 652

F.2d 415, 421 (5th Cr. 1981); see also Markwardt v.

Commi ssioner, 64 T.C 989, 997 (1975) (and cases cited thereat).

Simlarly, this Court, in deciding whether to apply the
principle of inplied consent, has consi dered whet her the consent
results in unfair surprise or prejudice toward the consenting
party and prevents that party from presenting evidence that m ght
have been introduced if the issue had been tinely raised. See

Krist v. Comm ssioner, T.C Meno. 2001-140; MGee V.

Conmi ssioner, T.C. Menp. 2000-308.
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In enpl oying the concept of inplied consent in the setting
of this case, there is no reason to nake a distinction between
all egations of error and affirmative defenses. Accordingly, the
i nplied consent provisions of Rule 41(b)(1) can be applied to
satisfy the Rule 39 requirenent to plead or allege avoi dances and
affirmati ve def enses.

Next, we consider whether the issue of collateral estoppel
was tried with respondent’s inplied consent. Respondent becane
aware that petitioner was relying on collateral estoppel when the
affirmati ve defense was raised in petitioner’s opening statenent
at the beginning of the trial. In his responsive opening
statenent, respondent did not address the question of collateral
estoppel. Respondent objected to collateral estoppel, for the
first time, in his posttrial brief.

The question of collateral estoppel, as argued by
petitioner, is wholly dependent upon this Court’s prior opinion
concerning the identical parties and taxable year(s) as we
consider in the current proceeding. Therefore, there was no need
for petitioner or respondent to present additional evidence or
question w tnesses. Respondent woul d be estopped only if an
i ssue resolved in our prior opinion nmet the requirenents for
col l ateral estoppel. Accordingly, respondent was not surprised
or prejudiced. Respondent had every opportunity to fully address

the nerits of collateral estoppel on brief and did so. W hold
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that the issue of collateral estoppel was tried with respondent’s
inplied consent. Rule 41(b)(1).

C. Col | ateral Est oppel

We now consi der whether respondent is collaterally estopped
fromasserting that petitioner had reason to know of the
substantial understatenent. Petitioner contends that our hol ding
in Pierce I, that the Pierces were not negligent and they
reasonably relied upon their accountant/return preparer, is
tantamount to finding or holding that petitioner had no reason to
know of the understatenent for purposes of section 6015(b)(1)(C

The doctrine of collateral estoppel is intended to preclude
parties fromlitigating issues that were necessarily decided in a

prior suit. Johnston v. Comm ssioner, 119 T.C 27, 33 (2002).

In Peck v. Conmm ssioner, 90 T.C 162, 166 (1988), affd. 904 F.2d

525 (9th Cr. 1990), this Court, inplementing the factors

established by the Suprene Court in Montana v. United States, 440

U S. 147, 155 (1979), established five conditions prelimnary to
the factual application of collateral estoppel:

(1) The issue in the second suit mnmust be identical in al
respects with the one decided in the first suit.

(2) There nust be a final judgnment rendered by a court of
conpetent jurisdiction.

(3) Coll ateral estoppel may be invoked against parties and

their privies to the prior judgnent.
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(4) The parties nust actually have litigated the issues and
the resolution of these issues nust have been essential to the
prior deci sion.

(5) The controlling facts and applicable |egal rules nust
remai n unchanged fromthose in the prior litigation

Arguably, petitioner has satisfied the nore procedural of
the five conditions in that a final judgnment was rendered in
Pierce |, the parties are identical in both cases, and the
controlling facts and applicable |Iegal rules have not changed.
Further, the negligence issue, which petitioner asserts is the
sanme as that being decided in the current case, was litigated and
essential to the Pierce | decision. However, petitioner does not
satisfy the one substantive condition that is the core
requi renent for application of collateral estoppel.

Col | ateral estoppel pronotes judicial econony by preventing
successive litigation of identical issues. The issue in the
current case is not, in all respects, identical wth the issue
decided in Pierce | and, therefore, does not satisfy this
condition for application of collateral estoppel. The issue
litigated in Pierce | was whether petitioner and M. Pierce were
liable for negligence penalties provided for in section
6662(b)(1). Negligence, as defined in section 6662(c), includes
“any failure to nake a reasonable attenpt to conply with the * *

* [Code]”. Negligence also includes a “lack of due care or
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failure to do what a reasonable and ordinarily prudent person

would do in a simlar situation”. Ni edri nghaus v. Conmni Sssi oner,

99 T.C. 202, 221 (1992). More particularly, petitioner and her
husband cl ai red that they were not negligent because they relied
upon their accountant’s advice and tax return preparation skills.

The issue we consider in the current case is whether
petitioner did not know or have reason to know that there was an
understatenment on her joint tax return. This inquiry is distinct
fromthe negligence inquiry in Pierce | and involves a different
and nore conplex standard. In Pierce | we held that petitioner’s
and her husband’ s reliance on their accountant was reasonabl e and
that, therefore, the negligence penalty did not apply to her or
her husband.* Petitioner contends that our hol ding al so
inplicitly includes a finding that petitioner had no reason to
know. In Pierce |, however, we did not find as a fact or hold
that petitioner “did not have a reason to know of the
understatenent.” The issues in Pierce | and the current case are
not identical and so do not provide a basis for issue preclusion
and cannot be used to assert coll ateral estoppel as an

affirmati ve defense in this case.

4 Al'though the Pierces’ reliance on their accountant was
reasonable, it proved to be unwarranted as evidenced by the
Pi erces’ receipt of $900,000 fromtheir accountant in settlenent
of the Pierces’ contract and negligence clains in connection with
t he professional advice and preparation of their inconme tax
returns.



Accordi ngly, we proceed to consider whether petitioner knew
or had reason to know of the substantial understatenent.

1. Whether Petitioner Knew or Had Reason To Know of the
Subst anti al Under st at enent

A | n General

In 1998 section 6013(e) was repeal ed, and section 6015
replaced it.® The requirenent of section 6015(b)(1)(C) is
simlar to the requirenment of former section 6013(e)(1)(C in
that both provisions require a spouse who is seeking relief to
establish that “in signing the return, he or she did not know,
and had no reason to know of the understatement. Because of the
simlarities, analysis in opinions concerning section
6013(e)(1)(C is instructive for our analysis of section

6015(b)(1)(C). See Jonson v. Conmm ssioner, 118 T.C. 106 (2002);

Butler v. Conm ssioner, 114 T.C 276, 283 (2000).

B. The “Reason To Know’' Standard To Be Followed in This
Case

In deciding “reason to know’ cases, the Court of Appeals for
the Ninth Circuit has made the distinction that in erroneous
deducti on cases, unlike om ssion of incone cases, nere know edge
of a transaction underlying a deduction, by itself, is not enough

to deny innocent spouse relief. See Price v. Conmm ssioner, 887

5 Sec. 6015 was added by sec. 3201(a) of the Internal
Revenue Service Restructuring and Reform Act of 1998, Pub. L.
105- 206, 112 Stat. 685, 734. Sec. 6015 is effective with respect
to any tax liability arising after July 22, 1998, and any tax
l[tability arising on or before July 22, 1998, that is unpaid on
t hat date.
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F.2d 959 (9th Cr. 1989). The Court of Appeals in Price adopted

the standard that a spouse has “reason to know of a substanti al
understatenent if “a reasonably prudent taxpayer in her position
at the time she signed the return could be expected to know t hat
the return contained the substantial understatenent.”® |1d. at
965.

Any appeal of our decision by petitioner would normally lie
with the Court of Appeals for the Second Crcuit. The Court of
Appeal s for the Second Circuit has adopted the Court of Appeals
for the Ninth Crcuit’s “reason to know standard for erroneous

deducti on cases. See Hayman v. Conmi ssioner, 992 F.2d 1256, 1261

(2d Gr. 1993), affg. T.C. Meno. 1992-228. Because the
underlying tax liability is based on erroneous deductions, we

apply the standard set forth in Price v. Conm ssioner, supra, and

adopted in Hayman v. Conmm ssioner, supra at 1261. See ol sen v.

Conm ssioner, 54 T.C. 742 (1970), affd. 445 F.2d 985 (10th G r.

1971) .

6 In om ssion of income cases courts consistently apply a
st andard denyi ng i nnocent spouse relief to taxpayers who have
reason to know of the transaction underlying the understatenent
of tax. See Jonson v. Conm ssioner, 118 T.C 106, 116 (2002).
Several Courts of Appeals, however, have adopted the standard of
Price v. Commi ssioner, 887 F.2d 959 (9th Cr. 1989), in erroneous
deduction cases. See Reser v. Conm ssioner, 112 F.3d 1258 (5th
Cr. 1997), affg. in part and revg. in part T.C. Meno. 1995-572;
Resser v. Conmmi ssioner, 74 F.3d 1528 (7th Cr. 1996), revg. T.C
Meno. 1994-241; Kistner v. Conmm ssioner, 18 F.3d 1521 (11th G
1994), revg. and remanding T.C. Meno. 1991-463; Erdahl v.
Conmm ssi oner, 930 F.2d 585, 589 (8th Cr. 1991), revg. and
remandi ng T.C. Meno. 1990-101. But see Bokum v. Conm ssioner 94
T.C. 126, 151 (1990), affd. 992 F.2d 1132 (11th Cr. 1993).
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The follow ng factors have been considered to deci de whet her
a spouse seeking relief had “reason to know': (1) The spouse’s
| evel of education; (2) the involvenment of the spouse in the
famly’ s business and financial affairs; (3) the presence of
expenditures that appear |avish or unusual when conpared to the
famly s past |evels of inconme, standard of |iving, and spendi ng
patterns; and (4) whether the cul pabl e spouse was evasi ve and
deceitful concerning the couple’ s finances. Hayman v.

Conmi ssi oner, supra at 1261.

Under the holding in Price v. Conm ssioner, supra, a spouse

may not rely upon ignorance of the law as the basis for relief.
Concerning that point, the Court of Appeals for the Ninth Grcuit
expl ai ned t hat

if a spouse knows virtually all of the facts pertaining
to the transaction which underlies the substanti al
under st atenent, her defense in essence is prem sed
solely on ignorance of law. In such a scenario,
regardl ess of whether the spouse possesses know edge of
t he tax consequences of the itemat issue, she is
considered as a matter of |law to have reason to know of
t he substantial understatenent and thereby is
effectively precluded fromestablishing to the
contrary. [Citations omtted.]

Price v. Commi ssioner, supra at 964.

I n Hayman v. Conm ssi oner, supra at 1262, the Court of

Appeal s for the Second Circuit elaborated on this point as
follows: “In order to qualify * * * [for section 6015 relief]

t he spouse nust establish that she is unaware of the



circunstances that gave rise to the error on the tax return, not
merely of the tax consequences flowing fromthose circunstances.”

C. Did Petitioner Have Reason To Know of the Substanti al
Under st at enent ?

After applying the standard followed by the Court of Appeals
for the Second G rcuit and considering the relevant factors, we
hol d that petitioner had reason to know of the substanti al
understatenents. Petitioner was, to sone extent, unsophisticated
i n business, |acked a formal business education, and had a
relatively insignificant role in the business and financi al
affairs of Mary Catherine and the related entities. Petitioner’s
| ack of business acunen, however, was not an inpedi nent to her
knowl edge and understanding of the facts pertaining to the
transacti on which underlies the substantial understatenent.

The deductions petitioner and M. Pierce clainmed were based
on a reduction in value of real estate holdings. Those
reductions were reflected in financial statenments for business
pur poses, but no taxable event (i.e., sale or exchange) had
occurred as of the tine the deductions were clainmed on the
Federal tax returns. Petitioner did not need business acunen to
understand all of the facts pertaining to the transaction. The
| oss deductions the Pierces clainmed were relatively sinple in
formand effect and were not the result of some conplex series of
transactions. The Pierces were aware of the clainmed real estate

| osses, and they may have been under the m staken inpression that
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the |l osses would result in rightful tax refunds. Petitioner’s
mere | ack of understanding of the | egal or tax consequences
pertaining to the claimed | osses is insufficient, by itself, to
afford petitioner relief fromthe resulting liability.

Petitioner nmade several expenditures that were relatively
“unusual or | avish” when conpared to the Pierces’ past or norma
spending patterns. After the receipt of the tax refunds,
petitioner contributed $490,000 of capital to DDC. |In addition,
| oans from shar ehol der bal ances on MCU s yearend financi al
statenents ranged from $414, 200 to $705, 200 during the period
1992 to 1998.7 DDC s financial statenents reflected a $310, 000
note payable to the limted partner (petitioner) for its yearend
financial statenments for 1993 through 1998.

Petitioner contends that the contributions of capital were
from her savings. She also contends that the | oan bal ances shown
as due her on the books of MCU and DDC could be attributable to
accunmul ated or accrued interest on existing loans and liability
transactions other than loans. W find curious, however,
petitioner’s contention that she had enough noney in personal
savings to fund these transactions. The only other source of
petitioner’s inconme nentioned in the record (outside her
i nvol venent with Mary Catherine) was her position as a part-tine

dental assistant. Mre significantly, petitioner did not provide

" Petitioner was the sol e sharehol der of MCU
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her personal savings records to docunent her alleged capability
to make capital contributions and/or loans in the relatively
| arge anounts reflected in the business records. Finally, the
object of the transfer of assets to petitioner and the creation
of new entities, of which she was reflected as sol e sharehol der
or 98-percent |imted partner, admttedly was to shield assets
fromcreditors of the Pierces and their business entities.

Lastly, M. Pierce openly discussed business matters with
petitioner, and he provided her with an expl anati on of any
docunent he asked petitioner to sign. |In addition, M. Pierce
was not found to be a “cul pable” spouse. Both petitioner and M.
Pierce relied on their accountants to properly assess the
validity of the NOL deductions that were ultimtely disall owed.
I n such situations:

Where the understatenent results from*®“a

m sappr ehensi on of the inconme tax |aws by the preparers

of the tax returns and the signatory parties,” both

husband and wife are perceived to be “innocent” and

there is “no inequity in holdlng them both to joint and

separate liability”. * *

Hayman v. Conmi ssioner, 992 F.2d at 1262 (quoting MCoy v.

Comm ssioner, 57 T.C. 732, 735 (1972)).

Petitioner was fully aware of the facts underlying the
transactions. In essence, her defense is prem sed solely on
i gnorance of the law. Consequently, under the governing
precedent she is considered to know or have reason to know of the

substanti al under st at enent.
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In that regard, petitioner’s know edge was nore than
cursory. As the events surrounding the value witedowns
unfol ded, M. Pierce used petitioner as a “soundi ng board” and
explained to her the circunstances that precipitated the
witedowns. He also explained the effects of the witedowns on
t he business. The record reflects that it was M. Pierce’ s usual
and normal practice to provide petitioner with explanations of
busi ness docunments she signed, including the tax returns.

In particular, petitioner was aware that Mary Catherine was
in a precarious financial position because of the severe declines
inreal estate values. At the tinme of signing the tax returns,
she al so knew that the net operating |oss deductions taken in
connection with the decline in real estate values would result in
significant refunds.

In addition, the facts surrounding the reasons for the
clainmed | osses were fully divul ged and expl ai ned on di scl osure
statenents which were nade a part of the tax returns. The first
page of the Pierces’ 1989 and 1990 tax returns |listed |oss
deductions of approximately $2.2 million and $2 million. The
di scl osure statenents were in narrative form and provi ded
conplete details of the circunstances surroundi ng the deducti ons,
i ncluding informati on such as a description of Mary Catherine’s
busi ness activity, the specifics relating to the decline in real

estate values, the revised appraisals of the properties, and the
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details underlying the witedowns. A taxpayer who signs a return
is deenmed to have constructive know edge of its contents, even if

the taxpayer did not read the return. See id. (citing Schm dt v.

United States, 5 A. C. 24, 27 (1984)).

Consi dering the relevant factors, a reasonably prudent
person in petitioner’s position at the tinme she signed the return
woul d be expected to know that the return contained the potenti al
for a substantial understatenent. |In addition, because
petitioner was fully aware of the facts underlying the
transaction which gave rise to the substantial understatenent,
petitioner’s defense is based exclusively on her ignorance of the
law. Accordingly, we hold that petitioner had know edge or
reason to know of the substantial understatenent.

[11. Wuld It Be Inequitable To Hold Petitioner Liable for the
Tax Liabilities?

Al t hough our holding that petitioner had reason to know is
fatal to her claimfor relief, we note that it is not inequitable
to deny her relief in this case. Wether it is inequitable to
hold a spouse liable for a deficiency is to be determ ned by
taking into account all of the underlying facts and
circunstances. Sec. 6015(b)(1)(D). Two material factors npst
often considered are: “(1) whether there has been a significant
benefit to the spouse claimng relief, and (2) whether the
failure to report the correct tax liability on the joint return

results from conceal nent, overreaching, or any other w ongdoi ng
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on the part of the other spouse.” Jonson v. Conm ssioner, 118

T.C. at 119 (citing Haynman v. Conm ssioner, supra at 1262).

Nor mal support is not considered a significant benefit. Hayman

v. Comm ssioner, supra at 1262 (citing Flynn v. Conm ssioner 93

T.C. 355, 367 (1989)).

Petitioner received significant benefits fromthe refunds.
The refunds enabl ed her to contribute capital and |l end funds to
the newly created business entities. Further, the Pierces’
failure to report the correct tax liability did not result from
any conceal i ng, overreaching, or wongful conduct on the part of
M. Pierce. Holding the Pierces jointly and severally liable for
the tax deficiency is not inequitable.

Lastly, the objectives of the innocent spouse provisions
woul d not be well served if petitioner was afforded relief in the
ci rcunst ances we consider. \Wien enacting these relief
provi si ons, Congress expressed concern about the possibility that
t axpayers coul d hide behind or otherw se abuse these provisions.
The Senate report in connection with the Internal Revenue Service
Restructuring and Reform Act of 1998, Pub. L. 105-206, sec.
3201(a), 112 Stat. 734, contained the explanation that “The
Committee is concerned that taxpayers not be allowed to abuse
these rules * * * by transferring assets for the purpose of
avoi ding the paynent of tax by the use of this election.” S

Rept. 105-174, at 55-56 (1998), 1998-3 C B. 537, 591-592.
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Because petitioner relied solely on M. Pierce's
expl anations, she may not have conpl etely understood the | egal
consequences of her signing docunents creating DDC and MCU
| endi ng noney between these business entities, and transferring
property between herself and the business entities. However, the
ultimate object of these transactions was to shield assets from
creditors, which ultimately included the Internal Revenue
Service. The granting of relief to petitioner in these
circunstances would permt the Pierces to shield thensel ves from
Federal tax liabilities by using section 6015.

Accordingly, we hold that petitioner has not satisfied the
requi renments under section 6015(b)(1)(C or (D) and is not
entitled to relief fromjoint and several liability for the tax
years at issue.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




